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Industry and Economic Developments
The construction industry is one of the largest segments of the U.S. 
economy. Construction activities contribute more to the gross national 
product, and employ more people, than any other single industry.
The U.S. government's Standard Industrial Classification groups 
construction activities into the following three categories: (1) Building 
construction — which includes the construction of single-family homes, 
apartment and office buildings, and hospitals, (2) Nonbuilding construc­
tion — which includes heavy construction projects on streets, high­
ways, tunnels, and bridges, and (3) Specialty construction — which 
includes services such as masonry, carpentry, plumbing, and electrical 
work.
Historically, construction contractors have been small, family- 
owned businesses. Accordingly, in terms of organizational structure, 
many construction contractors operate as sole proprietorships. The ad­
vent of large-scale projects such as sports arenas, nuclear power plants, 
shopping malls, and commercial buildings, however, has given rise to 
large national and international construction corporations. These enti­
ties have the financial resources and specialized skills to undertake and 
complete such projects. Nevertheless, despite a continuing trend to­
ward larger, more specialized entities, the majority of small to mid­
sized construction projects in the United States are handled by local 
and regional contractors.
During 1995, the construction industry is expected to continue its 
three-year recovery, climbing a modest 3 percent in overall output. 
Residential housing prices are expected to rise to a median price of 
approximately $115,000, gaining 4.5 percent nationwide. Contrary to 
early expectations, interest rates on 30-year fixed-rate mortgages, 
which averaged 9.15 percent at the beginning of 1995, dropped to 7.61 
percent by midyear. As a result, housing starts, which are particularly 
sensitive to interest rate changes, showed their biggest gain in 16 
months, rising 6.7 percent in July 1995 to an annualized rate of 1.38 
million. As home buyers took advantage of lower mortgage rates, sin­
gle-family starts — which represent approximately 80 percent of all 
housing starts — rose 6.8 percent in July 1995. Geographically, the 
southern and western regions of the country showed the largest gains,
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reflecting the migration of people and industries to those areas. Hous­
ing starts continue to decline in the Northeast and, to a lesser extent, in 
the Midwest.
Current economic forecasts of low inflation and slow growth suggest 
to some observers that the Federal Reserve may cut interest rates again 
before year end. If so, this should have a continued positive impact on 
the housing sector of the construction industry. Additionally, an in­
crease in applications submitted for building permits, which are gener­
ally considered to be a barometer of future housing construction 
activity, suggests that the increase in housing starts will continue 
through 1995. In spite of these positive signs, most industry analysts do 
not expect 1995 to be a period of significant growth for the construction 
industry.
After several years of decline, construction of apartment buildings 
increased in 1994. An additional 275,000 units are expected to be 
started during 1995. By midyear, construction of new apartments and 
condominiums rose 6.5 percent. And although prices of apartment 
properties have been rising steadily, significant gains are not expected 
for 1995.
Nonresidential construction is generally less interest-rate sensitive 
than housing construction being more reliant on the overall level of 
corporate profits. Accordingly, given the current strength of corporate 
profits, nonresidential construction activity is expected to increase. 
Modest increases are predicted for heavy construction projects on 
streets, highways, and the like. These projects are long-term ventures 
that are usually publicly financed. As such they are typically less sen­
sitive to economic indicators than are other segments of the construc­
tion industry.
Positive indicators such as the increase in housing starts and lower 
than expected interest rates point to improved economic conditions for 
the construction industry. However, even under these circumstances 
there is a high level of inherent risk associated with management's 
judgments underlying estimates of, for example, progress toward com­
pletion of construction contracts. Such estimates, in turn, affect the de­
term ination of revenues, cost of revenues, accounts receivable, 
unbilled receivables, retentions receivable, and inventory. Auditors 
should be aware that current favorable economic conditions may cause 
management to use overly optimistic assumptions when developing 
estimates. Auditors should also note that business decisions made by 
construction contractors during periods of economic recovery (such as, 
undertaking new construction projects) may not have an immediate 
impact on the contractor's results of operations due to the length of the 
start-up period and the contract term.
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Competitive Environment
The construction industry operates in an intensely competitive envi­
ronment. As such, competitive pressures may affect a great number of 
construction contractors' business decisions. For example, contractors 
may enter into high-risk contracts with uncreditworthy customers in 
hopes of gaining access to new markets. In this circumstance, the audi­
tor's assessment of the proper valuation of receivables from such cus­
tomers — by reviewing subsequent cash receipts, customer financial 
viability, past payment performance, the adequacy of allowances for 
doubtful accounts, and the like — may take on increased importance.
Along with competition, construction contractors face other signifi­
cant business risks such as the limited availability of financing and the 
increasing costs of materials and labor. As a result, construction con­
tractors are subject to an unusually high rate of business failure. Audi­
tors, should, therefore be aware of their responsibilities pursuant to 
AICPA Statement on Auditing Standards (SAS) No. 59, The Auditor's 
Consideration o f an Entity's Ability to Continue as a Going Concern 
(AICPA, Professional Standards, vol. 1, AU sec. 341). The "Audit Issues 
and Developments" section of this Audit Risk Alert includes further 
discussion of this matter.
Legislative and Regulatory Developments
In addition to state and local ordinances (for example, building 
codes and zoning restrictions) construction contractors are subject to 
significant federal oversight. Regulatory bodies such as the Environ­
mental Protection Agency (EPA), the Occupational Safety and Health 
Administration (OSHA), and the Equal Employment Opportunity 
Commission impose numerous restrictions on construction contrac­
tors. Such restrictions, while having an impact on the operating activi­
ties of construction contractors generally do not affect their financial 
statement reporting.
The recent philosophical shift in the congressional landscape por­
tends a change in the role of the federal government. With a mandate 
to reduce the federal budget deficit and bureaucracy, legislative action 
relaxing restrictions on businesses such as construction contractors is 
likely to be enacted. In anticipation of such changes, the current ad­
ministration has taken some steps on their own to restrain certain regu­
latory initiatives. For example, the EPA has issued more lenient rules 
on Superfund site cleanups, while OSHA has slowed planned regula­
tions on tighter standards for construction worker safety. However, in 
spite of the likely regulatory relief ahead, construction contractors have
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a responsibility to comply with existing laws and regulations. The 
auditor's responsibilities in this area are set forth in SAS No. 54, Illegal 
Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317). SAS 
No. 54 provides guidance on the nature and extent of the consideration 
an auditor should give to the possibility of illegal acts by a client in an 
audit of financial statements conducted in accordance with generally 
accepted auditing standards (GAAS).
Independent Contractor or Employee?
The Internal Revenue Service (IRS) continues to pursue the issue of 
the appropriate classification of workers as independent contractors or 
as employees. The IRS has specifically targeted construction contrac­
tors for increased scrutiny given the industry's extensive use of sub­
contractors. Auditors should be aware of the risk that unrecorded 
liabilities may exist when an employee has, for tax purposes, been in­
correctly classified as an independent contractor. For example, addi­
tional liabilities accrue when contractors have failed to—
• W ithhold appropriate employee payroll taxes such as em­
ployee/employer portions of Social Security and Medicare, unem­
ployment, income, etc., along with possible penalties and interest.
• Pay appropriate overtime compensation in accordance with wage 
and hour laws.
• Make appropriate pension plan contributions, thereby running the 
risk of the possible loss of allowable tax deductions for an em­
ployee benefit plan contribution, or jeopardizing the plan's tax-ex­
empt status.
IRS Revenue Ruling 87-41 provides a list of factors affecting the clas­
sification of a worker as an independent contractor or as an employee.
Audit Issues and Developments
Auditing Estimates
Given the unique nature of a construction contractor's business, and 
the extensive use of estimates, audits of construction contractors can be 
relatively complex. Estimates relating to future events affect the deter­
mination of contract costs, revenues, gross profits, and percentage of 
completion.
Proper implementation of the percentage-of-completion method (see 
"Revenue Recognition" following this discussion) requires that con­
tractors have the ability to make reasonable, dependable estimates. Al­
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though the development of estimates is generally considered to be a 
normal and essential part of a contractor's business, auditors should, 
nevertheless, give careful consideration to whether the contractor is 
capable of making sufficiently dependable estimates.
Auditors should consider the effect of current industry and eco­
nomic conditions, and expected future trends, on management's esti­
mation process. With slow economic growth currently forecast, and 
intense competition expected to continue, there is increased risk that 
construction contractors may be inclined to offset low revenue growth 
by underestimating costs to complete. For example—
• Based on projections of continued low inflation, management may 
underestimate future price escalations.
• In anticipation of declining interest rates, management may re­
duce estimates of future financing costs.
• In expectation of regulatory relief, management may underesti­
mate expected compliance costs.
Auditors should carefully review contractors' estimated costs to 
complete to determine whether it is probable that losses may be in­
curred on contracts. When evaluating the propriety of estimated costs, 
auditors should review representations of management and obtain ex­
planations of apparent disparities between estimates and past per­
formance on contracts, experience on other contracts, and information 
gained in other areas of the audit. Auditors should also consider the 
internal control structure policies and procedures relating to the con­
tractor's estimation process. There is usually a high degree of inherent 
risk associated with management judgments underlying estimates of 
progress towards completion as well as costs to complete. These esti­
mates have a significant impact on the construction contractor's reve­
nue recognition, accounts receivable, and inventory.
Given the significant effect that the estimating process has on the 
profit or loss associated with each contract, auditors should carefully 
evaluate evidence supporting all material estimates. SAS No. 57, Audit­
ing Accounting Estimates (AICPA, Professional Standards, vol. 1, AU sec. 
342), provides guidance to auditors on obtaining and evaluating suffi­
cient competent evidential matter to support significant accounting es­
timates in an audit. Auditors should note that while the nature of 
evidential matter supporting financial statement assertions for most 
commercial enterprises is typically factual (shipping documents, sup­
pliers invoices, etc.), evidential matter for a construction entity is gen­
erally more varied and its analysis requires greater auditor judgment. 
As such, evaluating estimates of progress toward completion, esti­
mated gross profit, and their underlying methodologies is a significant
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area of audit risk. Additionally, when considering the reasonableness 
of management's estimates of project completion dates, auditors 
should be alert to the potential risks for not meeting scheduled dead­
lines (for example, cost overruns or litigation).
The pervasive impact of estimates used by construction contractors 
may also affect working capital, equity, and income statement ac­
counts. Plausible relationships between contract billings, contract costs 
incurred, and gross profit, may reasonably be expected to exist, and 
continue, in the absence of known conditions to the contrary. The de­
tection of variations in such relationships may uncover the existence of 
unusual transactions or events, accounting changes, business changes, 
random fluctuations, or misstatements. Analytical procedures, which 
consist of evaluations of financial information made by a study of plau­
sible relationships among both financial and nonfinancial data, pro­
vide useful tools for this purpose. The application of such procedures 
can assist the auditor in developing independent expectations as to the 
estimates used by construction contractors. Authoritative guidance on 
the use of analytical procedures by auditors is set forth under SAS No. 
56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec. 
329), which requires the use of analytical procedures in the planning 
and overall review stages of all audits.
The technical complexities and subjectivity of estimates relating to 
future events, or the unique nature of the contractor's work may neces­
sitate consideration of using the work of independent specialists as 
discussed in SAS No. 73, Using the Work o f a Specialist (AICPA, Profes­
sional Standards, vol. 1, AU sec. 336). Expert opinions and analyses from 
engineers, architects, appraisers, or attorneys may serve as a basis to 
obtain sufficient competent evidential matter in performing substan­
tive tests to evaluate material financial statement assertions. A special­
ist may be engaged by management, or the auditor, to interpret 
complex contractual arrangements, evaluate a construction project's 
percentage of completion or estimates of costs to complete.
Auditors should also carefully consider the effect of post-balance 
sheet events on the estimation process, as well as their impact on reve­
nue recognition or loss accrual on construction contracts. Auditors of 
construction contractors should refer to SAS No. 1, Codification o f Audit­
ing Standards and Procedures — Subsequent Events (AICPA, Professional 
Standards, vol. 1, AU sec. 560). SAS No. 1 provides guidance on events 
or transactions that have a material effect on financial statements and 
that occur subsequent to the balance sheet date, but prior to the issu­
ance of the financial statements and the auditor's report. Such events or 




Accounting Research Bulletin (ARB) No. 45, Long-Term Construc­
tion-Type Contracts (FASB, Current Text, vol. 2, sec. Co4), addresses 
the accounting issues relevant to construction-type contracts for com­
mercial organizations engaged in the contracting business. Under gen­
erally accepted accounting principles, there are two methods of 
recognizing revenues on construction contracts:
1. The percentage-of-completion method allows the contractor to 
recognize income over the term of the contract. Under this 
method, a contractor computes the extent of progress toward 
completion for each contract in progress at a given point in time. 
For example, if a contract is 75 percent complete on a particular 
date, the contractor will then recognize 75 percent of the contract's 
revenues, costs, and gross income.
2. The completed-contract method defers income recognition until a 
contract is substantially complete. Under this method, revenues, 
costs, and gross income are not recognized during the period of 
construction. Instead, recognition is deferred until the project's 
completion.
AICPA Statement of Position (SOP) 81-1, Accounting for Performance 
o f Construction-Type and Certain Production-Type Contracts, establishes a 
strong preference for the percentage-of-completion method, virtually 
requiring that it be used as the basic method of accounting by most 
construction contractors. The only time the completed-contract 
method should be used is when either of the following conditions ex­
ists:
1. The results do not vary materially from those achieved under the 
percentage-of-completion method.
2. With persuasive evidence, the contractor can overcome the basic 
presumption of having the ability to make reasonable dependable 
estimates.
Job Site Visits
For certain audit engagements, job site visits to selected construction 
sites will enable auditors to understand the construction contractor's 
operations and to compare internal accounting information to events 
that occur at the job sites. For example, current favorable economic 
forecasts may increase the risk that construction contractors will be 
overly optimistic in establishing estimates (as discussed in the "Audit­
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ing Estimates" section of this Audit Risk Alert). Job site visits can assist 
the auditor in assessing the reasonableness of such estimates by com­
paring their underlying principles with actual conditions at the con­
struction site. Such visits provide valuable firsthand information about 
the physical status of construction projects and the existence of opera­
tional problems. Job site visits are also important when the auditor 
intends to assess control risk at the site as low or when the related 
accounts cannot be substantiated by other procedures. One objective of 
an on-site visit is to obtain information and supporting documentation 
to evaluate the reasonableness of the progress of the project to date. 
The auditor may perform such procedures as—
• Identifying uninstalled materials that should be excluded when 
measuring progress toward completion and noting physical secu­
rity over such materials.
• Discussions with job site personnel as to the status of labor hours 
incurred to date and estimates to complete, including evaluating 
those estimates by observing the physical progress of the project. If 
the project is complex, the auditor should consider engaging the 
services of a specialist.
• Observing contractor-owned or rented material.
• Discussing with job site personnel issues that may affect the esti­
mated total gross margin — such as problems encountered or op­
erational inefficiencies.
Going-Concern Issues
The construction industry's extreme sensitivity to changes in eco­
nomic conditions (such as interest rates, personal income, unemploy­
ment levels, consumer confidence, etc.), and its intense competition, 
along with, profit margins averaging as low as 2 percent in some seg­
ments, have resulted in an historically high rate of business failure. 
And, despite the current favorable economic environment, these fac­
tors increase the level of business risk faced by many construction con­
tractors. Accordingly, auditors should be alert to conditions and events 
which, when considered in the aggregate, indicate that there could be 
substantial doubt about the construction contractor's ability to con­
tinue as a going concern. For example, such conditions and events 
could include (a) negative trends such as recurring operating losses or 
working capital deficiencies (b) financial difficulties such as construc­
tion project loan defaults or denial of trade credit from suppliers of 
building materials (c) internal matters such as trade union difficulties,
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or (d) external matters such as legal proceedings or environmental leg­
islation that could jeopardize the entity's ability to operate. In such 
circumstances auditors will have to consider whether, based upon 
such conditions and events, there is substantial doubt about the con­
tractor's ability to continue as a going concern.
Auditors should be aware of their responsibilities pursuant to SAS 
No. 59. SAS No. 59 provides guidance to auditors in conducting an 
audit of financial statements in accordance with GAAS for evaluating 
whether there is substantial doubt about a client's ability to continue as 
a going concern for a period not to exceed one year from the date of the 
financial statements being audited.
Continuation of an entity as a going concern is generally assumed 
in the absence of significant information to the contrary. Informa­
tion that significantly contradicts the going-concern assumption re­
lates to the entity's inability to continue to meet its obligations as 
they become due without substantial disposition of assets outside 
the ordinary course of business, restructuring of debt, externally 
forced revisions of its operations, or similar actions. SAS No. 59 does 
not require the auditor to design audit procedures solely to identify 
conditions and events that, when considered in the aggregate, indi­
cate there could be substantial doubt about the entity's ability to 
continue as a going concern. The results of auditing procedures de­
signed and performed to achieve other audit objectives should be 
sufficient for that purpose.
If there is substantial doubt about the entity's ability to continue 
as a going concern, the auditor should consider whether it is likely 
that existing conditions and events can be mitigated by management 
plans and whether those plans can be effectively implemented. If the 
auditor obtains sufficient competent evidential matter to alleviate 
doubts about going-concern issues then consideration should be 
given to the possible effects on the financial statements and the ade­
quacy of the related disclosures. If, however, after considering iden­
tified conditions and events, along with management's plans, the 
auditor concludes that substantial doubt about the entity's ability to 
continue as a going concern remains, the audit report should in­
clude an explanatory paragraph to reflect that conclusion. In these 
circumstances, auditors should refer to the specific guidance set 
forth under SAS No. 59.
For those construction contractors emerging from bankruptcy reor­
ganization pursuant to chapter 11 of the Bankruptcy Code, the auditor 
should consider whether the contractor is following the accounting 
guidance of SOP 90-7, Financial Reporting by Entities in Reorganization 
Under the Bankruptcy Code.
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Compliance Auditing Considerations in Audits of Recipients of 
Governmental Financial Assistance
There may be instances in which construction contractors are recipi­
ents of governmental assistance. For example, contractors may receive 
subsidies through loans and guarantees from the U.S. Department of 
Housing and Urban Development for construction activities in certain 
targeted geographical areas. Auditors of such entities should consider 
the guidance set forth in SAS No. 74, Compliance Auditing Considerations 
in Audits o f Governmental Entities and Recipients of Governmental Financial 
Assistance (AICPA, Professional Standards, vol. 1, AU sec. 801). SAS No. 
74, which supersedes SAS No. 68, Compliance Auditing Applicable to 
Governmental Entities and Other Recipients o f Governmental Financial As­
sistance, is effective for audits of financial statements and of compliance 
with laws and regulations for fiscal periods ending after December 31, 
1994. SAS No. 74 provides general guidance to practitioners engaged 
to perform compliance audits of recipients of governmental financial 
assistance.
SAS No. 74 continues to recognize three levels of audits — GAAS, 
Government Auditing Standards, and certain other federal require­
ments — of recipients of governmental financial assistance. SAS No. 
74 is applicable when the auditor is engaged to perform an audit under 
GAAS, and under Government Auditing Standards, and in certain other 
circumstances involving governmental financial assistance, such as 
single or organization-wide audits or program-specific audits under 
certain federal or state audit regulations. SAS No. 74 also provides 
general guidance to the auditor to—
• Apply the provisions of SAS No. 54, relative to detecting misstate­
ments resulting from illegal acts related to laws and regulations 
that have a direct and material effect on the determination of fi­
nancial statement amounts in audits of the financial statements of 
governmental entities and other recipients of governmental finan­
cial assistance.
• Perform a financial audit in accordance with Government Audit­
ing Standards, issued by the Comptroller General of the United 
States.
• Perform a single or organization-wide audit or a program-specific 
audit in accordance with federal audit requirements.
• Communicate with management if the auditor becomes aware 
that the entity is subject to an audit requirement that may not be 
encompassed in the terms of his or her engagement.
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Auditors of construction contractors that receive governmental fi­
nancial assistance should also be alert to the 1994 Revision of Govern­
ment Auditing Standards, commonly referred to as the “Yellow Book", 
as issued by the Comptroller General of the U.S. The 1994 Revision 
provides guidance (rather than requirements) on the auditor's consid­
eration of internal controls for the control environment, safeguarding 
controls, controls over compliance with laws and regulations, and con­
trol risk assessment. It does not establish new responsibilities for test­
ing controls. Some of the more important changes made in the 1994 
Revision deal with the following:
• Submission of peer review reports
• Commenting on the status of prior year control weaknesses and 
other matters
• Responsibility for detection of noncompliance with contract or 
grant agreement provisions
• Working paper documentation
• Communication of additional services available on controls and 
compliance
• Report content
• Direct reporting of irregularities and illegal acts
• Applicability of the Yellow Book to other attest engagements
The Audit Risk Alert State and Local Governmental Developments— 
1995 contains a detailed discussion of the revisions to the Yellow Book.
Environmental Issues
As a result of legislation and regulation, written at all levels of gov­
ernment, construction contractors have become increasingly vulner­
able to environmental claims. The Resource, Conservation and 
Recovery Act of 1976 and the Comprehensive Environmental Re­
sponse, Compensation and Liability Act of 1980, along with various 
clean air and water acts, put contractors at increased risk of being held 
liable for the remediation of environmental contamination. Examples 
of construction activities that may expose contractors to environmental 
claims include, but are not limited to—
• The use of hazardous chemicals or materials at construction job 
sites.
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• Demolition or excavation projects that involve transporting haz­
ardous materials.
• The discovery of hazardous materials at construction job sites.
• Construction projects involving the removal of hazardous waste 
materials.
• Contamination from storage tanks containing chemical or fuels 
designated as hazardous substances.
Auditors should be aware that contractors may be held liable for 
cleanup costs in circumstances such as those noted above, despite the 
lack of intent or knowledge. Auditors of construction contractors that 
face such claims should carefully consider whether the accounting and 
disclosure requirements of Financial Accounting Standards Board 
(FASB) Statement No. 5, Accounting for Contingencies (FASB, Current 
Text, vol. 1, sec. C59), have been met. FASB Statement No. 5 requires 
that an estimated loss be accrued when—
1. Information available prior to the issuance of financial statements 
indicates that it is probable that an asset has been impaired or that 
a liability has been incurred at the date of the financial statements.
2. The amount of the loss can be reasonably estimated.
The nature and amount of the accrual should be disclosed if it is 
necessary for the financial statements not to be misleading. Addition­
ally, other disclosures may be necessary when the above conditions are 
not met and, therefore, no loss has been accrued or if the exposure to 
loss exceeds the amount accrued and the loss or additional loss is at 
least a reasonable possibility. In such circumstances, disclosures 
should include the nature of the contingency, an estimate of the possi­
ble loss or range of loss, or a statement that an estimate of the loss 
cannot be made.
Auditors should also be aware of the consensus reached by the 
FASB's Emerging Issues Task Force (EITF) in Issue No. 93-5, Account­
ing for Environmental Liabilities, which states that, among other things, 
an environmental liability should be evaluated independently from 
any potential recovery and that the loss arising from the recognition of 
an environmental liability should be reduced only when a claim for 
recovery is probable of realization. Additional accounting guidance in 
this area is included in FASB Interpretation No. 14, Reasonable Estima­
tion o f the Amount o f a Loss (FASB, Current Text, vol. 1, sec. C59), FASB 
Interpretation No. 39, Offsetting o f Amounts Related to Certain Contracts 
(FASB, Current Text, vol. 1, sec. B10), EITF Issue No. 89-13, Accounting
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for the Cost o f Asbestos Removal, and EITF Issue No. 90-8, Capitalization of 
Costs to Treat Environmental Contamination.
Auditors of publicly held construction contractors should be aware 
of the Securities and Exchange Commission's (SEC) Staff Accounting 
Bulletin (SAB) No. 92, Accounting and Disclosures Relating to Loss Contin­
gencies. The SAB provides the SEC staff's interpretation of current ac­
counting literature related to the following:
• The inappropriateness of offsetting probable recoveries against 
probable contingent liabilities
• The recognition of liabilities for costs apportioned to other poten­
tial responsible parties
• The uncertainties in estimation of the extent of environmental li­
ability
• The appropriate discount rate for environmental liabilities, if dis­
counting is appropriate
• Accounting for exit costs
• Financial statement disclosures of exit costs and other items and 
disclosure of certain information outside the basic financial state­
ments
Audit Risk Alert— 1995/96 contains further discussion of issues relat­
ing to environmental remediation matters. Also, refer to the "Account­
ing Issues and Developments" section of this Audit Risk Alert for 
information on AICPA Exposure Draft: Proposed Statement o f Position on 
Environmental Remediation Liabilities.
Litigation, Claims, and Assessments
Legal disputes, with customers and others, against construction con­
tractors tend to be relatively common and much more significant than 
in many other commercial enterprises. A recent AICPA survey of con­
struction contractors indicated that a majority of them viewed litiga­
tion costs to be either significant or very significant.
A letter of audit inquiry to an entity's lawyer is the primary means of 
obtaining corroboration of the financial information furnished by man­
agement concerning litigation, claims, and assessments. Auditors 
should be aware of the requirements of SAS No. 12, Inquiry o f a Client's 
Lawyer Concerning Litigation, Claims, and Assessments (AICPA, Profes­
sional Standards, vol. 1, AU sec. 337). SAS No. 12 provides guidance to 
auditors to satisfy themselves as to the financial accounting and report­
ing of litigation, claims, and assessments.
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Accounting Issues and Developments
Joint Ventures
Contractors faced with limited financial resources and lack of access 
to new markets commonly overcome such obstacles by forming joint 
ventures. By combining resources with other construction entities, a 
contractor may be able to bid on and complete larger, more complex 
construction projects as well as expand into other geographic locations.
Joint ventures may be formed to complete one specific project or 
create a permanent business relationship designed to pool resources 
and bid on all contracts of a specific type for an indefinite period of 
time. Joint ventures may take the form of a general partnership, limited 
partnership, or corporation.
There are several different methods of accounting for a construction 
contractor's interest in a joint venture (see SOP 78-9, Accounting for  
Investments in Real Estate Ventures). The more common methods are the 
cost method, the equity method, and consolidation. The method of 
accounting for investments in joint ventures is generally determined 
by the extent of control the construction contractor has over the joint 
venture's operations.
During the year, the EITF discussed several matters that may affect 
the appropriate accounting for investments in joint ventures. Those 
matters include—
• Issue No. 95-6, Accounting by a Real Estate Investment Trust for an 
Investment in a Service Corporation, which sets forth criteria for de­
termining whether significant influence exists. While the criteria 
were developed specifically for real estate investment trusts and 
service corporations, they may be useful in making that determi­
nation for other entities as well.
• Issue No. 94-1, Accounting for Tax Benefits Resulting from Invest­
ments in Affordable Housing Projects, which describes the Task 
Force's consensus position about how an entity that invests in a 
qualified affordable housing project through a limited partnership 
should account for its investment.
• Appendix D-46, Accounting for Limited Partnership Investments, 
which describes discussion of the SEC staff's position that invest­
ments in all limited partnerships should be accounted for pursu­
ant to paragraph 8 of SOP 78-9. That guidance requires the use of 
the equity method unless the investor's interest "is so minor that 
the limited partner may have virtually no influence over partner­
ship operating and financial policies."
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Auditors should consider these developments as they evaluate the ap­
propriateness of construction contractor's accounting for investments 
in joint ventures and similar entities.
In addition to evaluating the propriety of the contractor's method of 
accounting for an investment in joint ventures, the auditor should be 
aware that such arrangements may create relationships that meet the 
definition of related parties as set forth in FASB Statement No. 57, Re­
lated Party Disclosures (FASB, Current Text, vol. 1, sec. R36). Auditors 
should consider the guidance contained in SAS No. 45, Omnibus State­
ment on Auditing Standards—1983 (AICPA, Professional Standards, vol. 1, 
AU sec. 334), which outlines procedures to identify related party rela­
tionships and transactions, and to assess the propriety of the required 
financial statement accounting and the adequacy of related disclo­
sures.
Impairment of Long-Lived Assets
In March 1995, the FASB issued Statement No. 121, Accounting for the 
Impairment o f Long-Lived Assets and for Long-Lived Assets to Be Disposed 
Of (FASB, Current Text, vol. 1, sec. I08). FASB Statement No. 121 estab­
lishes accounting standards for the impairment of long-lived assets, 
certain identifiable intangibles, and goodwill related to those assets to 
be held and used, and for long-lived assets and certain identifiable 
intangibles to be disposed of. The Statement requires that long-lived 
assets and certain identifiable intangibles to be held and used by an 
entity be reviewed for impairment whenever events or changes in cir­
cumstances indicate that the carrying amount of an asset may not be 
recoverable. In performing the review for recoverability, the Statement 
requires that the entity estimate the future cash flows expected to result 
from the use of the asset and its eventual disposition. If the sum of the 
expected future cash flows (undiscounted and without interest 
charges) is less than the carrying amount of the asset, an impairment 
loss is recognized. Otherwise, an impairment loss is not recognized. 
Measurement of an impairment loss for long-lived assets and identifi­
able intangibles that an entity expects to hold and use should be based 
on the fair value of the asset. (The fair value of an asset is the amount at 
which that asset could be bought or sold in a current transaction be­
tween willing parties.)
The Statement also requires that long-lived assets and certain identi­
fiable intangibles to be disposed of be reported at the lower of carrying 
amount or fair value less cost to sell, except for assets covered by Ac­
counting Principles Board (APB) Opinion No. 30, Reporting the Results 
o f Operations-Reporting the Effects o f Disposal o f a Segment o f a Business,
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and Extraordinary, Unusual and Infrequently Occurring Events and Trans­
actions (FASB, Current Text, vol. 1, sec. I13). Assets covered by APB 
Opinion No. 30 will continue to be reported at the lower of the carrying 
amount or the net realizable value.
The Statement is effective for financial statements for fiscal years 
beginning after December 15, 1995. Earlier application is encouraged. 
Restatement of previously issued financial statements is not permitted 
by the Statement. The Statement requires that impairment losses re­
sulting from its application be reported in the period in which the rec­
ognition criteria are first applied and met. The Statement requires that 
initial application of its provisions to assets that are being held for 
disposal at the date of adoption should be reported as the cumulative 
effect of a change in accounting principle.
As previously discussed, current economic conditions suggest slow 
revenue growth for many construction contractors. As a means of in­
creasing profits, cost reduction efforts may be implemented. This 
could, for example, delay planned capital outlays intended to refurbish 
or replace existing productive assets. Additionally, environmental 
regulations may impose restrictions on the use of a long-lived asset, 
thus significantly reducing its ability to generate future cash flows. In 
such instances, the carrying amounts of recorded assets may not be 
recoverable and the provisions of FASB Statement No. 121 may need to 
be applied.
In considering a construction contractor's implementation of FASB 
Statement No. 121, auditors should obtain an understanding of the 
policies and procedures used by management to determine whether all 
impaired assets have been properly identified. Management's esti­
mates of future cash flows from asset use and impairment losses 
should be evaluated pursuant to the guidelines set forth in SAS No. 57.
Risks and Uncertainties
In December 1994, the AICPA's Accounting Standards Executive 
Committee issued SOP 94-6, Disclosure o f Certain Significant Risks and 
Uncertainties. SOP 94-6 requires nongovernmental entities to include in 
their financial statements disclosures about (1) the nature of their op­
erations and (2) the use of estimates in the preparation of financial 
statements. In addition, if specified criteria are met, SOP 94-6 requires 
entities to include in their financial statements disclosures about (1) 
certain significant estimates and (2) current vulnerability due to certain 
concentrations.
Paragraph 18 of SOP 94-6 gives examples of items that may be based 
on estimates that are particularly sensitive to change in the near term.
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Examples of similar estimates that may be included in the financial 
statements of construction contractors include:
• Construction project estimates of progress toward completion
• Estimates of gross profit or loss accrual on construction projects
Examples of concentrations that may meet the criteria that require 
disclosure in the financial statements of construction contractors in ac­
cordance with paragraph 21 of the SOP include the following:
• Revenue from a particular type of construction activity
• Sources of building materials
• Construction labor subject to collective bargaining agreements
• Construction activities limited to a particular geographic area
The provisions of SOP 94-6 are effective for financial statements is­
sued for fiscal years ending after December 15, 1995, and for financial 
statements for interim periods in fiscal years subsequent to the year for 
which SOP 94-6 is first applied.
Auditors should be alert to the requirements of the new SOP and its 
impact on the financial statements they audit. Auditors should care­
fully consider whether all significant estimates and concentrations 
have been identified and considered for disclosure.
AICPA Exposure Draft: Proposed Statement of Position on 
Environmental Remediation Liabilities
Under environmental laws and regulations, construction contractors 
may be held responsible for cleanup costs related to the use of toxic or 
otherwise hazardous materials, or for contaminating land or water lo­
cated near construction sites.
In June 1995, the AICPA issued an exposure draft of a proposed SOP, 
Environmental Remediation Liabilities. The exposure draft provides 
that—
• Environmental remediation liabilities should be accrued when the 
criteria of FASB Statement No. 5 are met, and it includes bench­
marks to aid in determining when those criteria are met.
• Accruals for environmental remediation liabilities should include 
(1) incremental direct costs of the remediation effort, as defined, 
and (2) costs of compensation and benefits for employees to the 
extent the employees are expected to devote time to the remedia­
tion effort.
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• Measurement of the liabilities should include (1) the entity's spe­
cific share of the liability for a specific site, and (2) the entity's 
share of amounts related to the site that will not be paid by other 
potentially responsible parties or the government.
• Measurement of the liability should be based on enacted laws and 
existing regulations, policies and remediation technology.
• Measurement should be based on the reporting entity's estimates 
of what it will cost to perform all elements of the remediation ef­
fort when they are expected to be performed, and may be dis­
counted to reflect the time value of money if the aggregate amount 
of the obligation and the amount and timing of cash payments for 
a site are fixed or reliably determinable.
The exposure draft also includes guidance on display in the financial 
statements of environmental remediation liabilities and on disclosures 
about environmental-cost-related accounting principles, environ­
mental remediation loss contingencies, and other loss contingency dis­
closure considerations. A separate, nonauthoritative section of the 
exposure draft discusses major federal environmental pollution re­
sponsibility and clean-up laws and the need to consider various indi­
vidual state and other non-United States government requirements.
Comments on the exposure draft were due by October 3 1 , 1995.
AICPA Audit and Accounting Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide Construction Contractors is 
available through the AICPA loose-leaf subscription service. In the 
loose-leaf service, conforming changes (those necessitated by the issu­
ance of new authoritative pronouncements) and other minor changes 
that do not require due process are incorporated periodically. Paper­
back editions of the Guides as they appear in the service are printed 
annually.
Construction Contractors' Financial Reporting Checklist
The AICPA Technical Information Service has published a revised 
version of Checklists Supplement and Illustrative Financial Statements for  
Construction Contractors as a tool for preparers and reviewers of finan­
cial statements of construction contractors.
Technical Practice Aids
Technical Practice Aids is an AICPA publication that, among other 
things, contains questions received by the AICPA Technical Informa­
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tion Service on various subjects and the service's responses to those 
questions. Several sections of Technical Practice Aids contain questions 
and answers specifically pertaining to construction contractors. Techni­
cal Practice Aids is available both as a subscription service and in paper­
back form.
Information Sources
Further information on matters addressed in this risk alert is avail­
able through various publications and services listed in the table at the 
end of this document. Many non-government and some government 
publications and services involve a charge or membership require­
ment.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require the 
user to call from the handset of the fax machine, others allow users to 
call from any phone. Most fax services offer an index document, which 
lists titles and other information describing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All phone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bauds per second (bps), are listed data lines.
*  *  *  *
This Audit Risk Alert supersedes Construction Contractors Industry 
Developments— 1994.
*  *  *  *
Practitioners should also be aware of the economic, industry, regula­
tory, and professional developments described in Audit Risk Alert— 
1995/96 and Compilation and Review Alert— 1995/96, which may be 
obtained by calling the AICPA Order Department at the number below 
and asking for product no. 022180 (audit) or 060669 (compilation and 
review).
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